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UNITED KINGDOM: KEY ECONOMIC INDICATORS! 


3/ 
Average Exchange Rate - mid-1977 
BP.00=. $1.72 

% Estimate 
1975 Change . 1977 
INCOME, PRODUCTION, EMPLOYMENT 


GNP, Current Prices 4/ 94.0 4. 128.0 
GDP, Constant 1970 Prices” 42.2 ‘ bk. 48.4 
Per Capita GNP, Current Prices (Pounds) 1690 1S. 2280 
Plant & Equipment Investment (1970 prices) 5.6 0 4.0 
Personal Disposable Income (1970 prices) 41.3 -0. 39.9 
Indices: 

Industrial Production (1970 = 100) 101. : 105.8 

Average Labor Productivity (1970 = 100)109. . 117.7 

Average Earnings (1970 = 100) 227. . 292.3 
Labor Force (Millions) 26. ; 0. 26.3 
Average: Unemployment Rate (%) 4. . - 5.9 


MONEY AND PRICES 


Money Supply (M3) S/ 

Interest Rates (%)7~ 

Indices: 6/ 
Wholesale Prices~(1970 = 100) 
Retail Sales Volume (1971 = 100) 


BALANCE OF PAYMENTS 


Gold & Foreign Exchange kesacnee” 
External Public Debt & 
Public Sector Payments Abroad of Interest, 
Profits, Dividends 
Visible Trade Balance 
Balance on Current Account 
Exports, FOB 
US Share (%) 
Imports, FOB 
US Share (%) 
Main Imports from U.S. (Millions of Pounds) 
Machinery (non-electrical) 
Machinery (electrical) 
Transport Equipment 
Cereals and Cereal Products 
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Footnotes: 


1. All figures are in billions of pounds sterling except where otherwise 
noted. 
1977 Estimates are tentative and, subject to a significant degree of 
uncertainty. 
The average exchange rate for 1975 is b1.00 equals $2.22 and for 
1976 is £1.00 = $1.80. 
At Factor Cost. 
Three-month Treasury Bills - average discount rate. 
Ex-fuctory. 
Level at December 1976; billions of dollars. 
Level at end of fourth quarter; billions of dollars. 


Sources: Monthly Digest of Statistics, April 1977; Bank of England 
Quarterly Bulletin, March 1977. 





UNITED KINGDOM 


SUMMARY : 


Sharp declines in short-term interest rates fostered an im- 
proved financial climate early in 1977, Substantial capital inflows 
made it possible for sterling to be stabilized in the range of $1.71-72. 
Nevertheless, economic activity remained sluggish. Consumer demand 
weakened as real purchasing power declined. Domestic capital forma- 
tion has still to demonstrate any consistent upward movement. Planned 
reductions in government expenditure now coming into force are reducing 
the volume of public sector demand. Net exports and inventory accumulation 
have been the only relatively bright spots with the current account moving 
rapidly toward balance and a considerable build-up of stocks in the 
fourth quarter of 1976. 


The effects of last autumn's sharp decline in sterling provided 
much of the impetus for the upward drift in prices which has raised in- 
flation to a current level of about 17%. However, the unemployment rate 
has shown little movement from the 5.6% rate reached last September. 

The outlook for the next year will be shaped by a government economic 
policy stressing the need for an acceptable yet more flexible third year 
of wage restraint, the meeting of public sector borrowing and domestic 
credit expansion targets agreed with the International Monetary Fund, 
the continuing reduction of government claims over real and financial 
resources, and the level of demand for British exports. 


An increasingly important element is North Sea oil production 
which is expected to supply about half of Britain's total petroleum re- 
quirements in 1977. It virtually assures a current account surplus dur- 
ing the second half of the year, one which is likely to be sustained well 
beyond the end of 1977. The year to mid-1978 is likely to continue the 
transitional phase, begun in 1975, during which the shares of total output 
taken up by public and private consumption cease growing relative to those 
of investment and exports, and profits increase their relative share of 
national income. With consumption dampened, overall growth in GNP in 1977 
should not differ much from 1976 (1.2%) with some acceleration evident 
during the first half of 1978 as investment begins to pick up. Inflation 
should decelerate later this year, perhaps approaching single figures by~ 
mid-1978, 


Potential U.S. suppliers should note that government strategy con- 
tinues to focus on investment and export-led growth. Therefore, market 
prospects are likely to be most attractive in producer goods, especially 
those offering potentially improved cost performance. END SUMMARY 





A. CURRENT ECONOMIC SITUATION AND TRENDS | 
1976 - A Year of Sideward! Movement 


In the face of adverse changes in the general financial climate, the 
British economy did not perform according to government expectations in 
1976. Gross domestic product (GDP) managed just a 1.2% increase in real 
terms leaving total output below its 1973 peak for the third year running. 
As anticipated, virtually static real personal incomes (down 0.5%) held 
consumer expenditure practically unchanged in volume (up 0.2%). Fixed 
investment fell 4.3% from its 1975 level. Only a sharp slowing in the 
rate of inventory reduction kept total investment from continuing the 
decline which began in 1974. This failure of fixed investment to respond 
was the principal cause of the slower than forecast growth in GDP. The 
barely perceptible increase (0.9%) in industrial production, largely re- 
strained by a 2.3% decline in the output of the important engineering and 
allied industries sector, was consistent with the weakness in capital 
formation. 


An overt policy to hold the line on public spending and improved 
monitoring procedures sharply curtailed the rate of increase in government 
expenditure. Accounting for about a third of GDP, real government spend- 
ing on goods and services rose by 0.7% in 1976 compared with 3.4% in 1975. 
Within overall spending, public sector investment declined by 4.5% while 
current expenditure on goods and services rose by ? 8%. 


Export volume (up 6.9%) fell somewhat short of expectations while 
import volume (up 5.9%) exceeded them. Again, the result was a less than 
forecast contribution of net exports to total growth. 


Inflation remained well above the original single digit target of- 
ficially set for the last quarter of 1976. Retail prices rose an average 
16.5% during the year. However, at an annual rate, inflation exceeded 
20% during the fourth quarter. During 1976, pretax average earnings (up 
15.7%) rose slightly less rapidly than prices, contributing to a modest 
drop in real disposable incomes (0.5%) during the year. The influence of 
the second year of wage restraint on real earnings became apparent during 
the fourth quarter as the rate of increase of average earnings fell more 
than 2 percentage points behind that of prices. An unprecedented drop in 
the savings ratio (15.5 to 11.6%) was registered as consumers increased 
expenditure levels during the fourth quarter. Preliminary estimates of a 
2% drop in consumer expenditure in the first quarter of 1977 imply that 
the continuing decline in real take-home pay is currently having a clear 
impact. 


In contrast, corporate earnings improved in real terms in 1976, but 
still remain close to the depressed levels of 1974 and 1975. Adjusted 
for inventory appreciation, pretax profits rose by 23.3% while retained 
earnings rose by 38.2% on the same basis. These increases owe much to the 
continuing tax deferral on inventory profits. Despite this improvement, 





the share of profits in national income (4.9%) remains only just over a 
third of what it was in 1965 (13.9%). Completing the picture, unemploy- 
ment continued to rise, albeit less rapidly, in 1976 reaching a total 

of 1.3 million (5.6%) by December compared with 1.1 million (5.0%) a year 
earlier. The rate of increase was slowed by a series of government pro- 
grams designed to preserve or to create jobs. 


Monetary Policy 


Monetary policy shifted from an accommodating to a restrictive stance 
during the year as the government moved between conflicting economic goals. 
Domestically, lower interest rates were considered desirable to stimulate 
investment. Short-term interest rates eased early in the year, dropping 
to just below 9% in April 1976. The rate of increase in the monetary ag- 
gregates rose. Interest rate levels were insufficient to off- 
set the gap between the U.K. inflation rate and those of her major trading 
partners. Pressure on sterling grew as the pound breached the $2.00 level. 
The need to stem the resulting capital outflow forced the government to 
engineer a sharp change with short-term rates rising to record levels (over 
15%) by the end of the year. At the same time, the money supply (M3) which 
had been expanding at annual rates in excess of 25% during the summer of 
1976, actually contracted between November 1976 and March 1977 as large 
amounts of government debt were floated and private sector borrowing fell 
sharply. In the wake of the December 15 Agreement with the IMF, short- 
term rates declined precipitately to levels not seen since mid-1973. By 
the end of May, yields on 91-day Treasury Bills had fallen to 7-1/2%. 


Balance of Payments 


There was a current account deficit of b1.4 billion in 1976 which, 
although substantial, represented a reduction from the b1.6 billion level 
of 1975. The visible trade deficit widened to 13.6 billion from 13.2 
billion the previous year. The volume of non-oil exports showed a solid, 
but not spectacular, 6% increase from the fourth quarter of 1975 to the 
fourth quarter of 1976. Non-oil import volume, on the other hand, grew 
nearly 10% over the same period. North Sea oil production, at 12 million 
tons, was 3 million tons below expectations, and the visible trade deficit 
in petroleum widened 28% to nearly b4.0 billion. However, an increase of 
more than £600 million in the surplus on services to b2.2 billion more than 
offset the increased visibles deficit. It flowed from a strong performance 
by the financial, tourism, and overseas construction sectors. The current 
account deficit in 1976 was reinforced by substantial capital outflows. 
This drove the pound from $2.02 in January to $1.58 in October before it 
edged back to $1.70 at year's end, With the government strongly resisting 
the downward pressure, reserves fell sharply, ending the year at $4.23 
billion. This, despite a substantial increase in official foreign currency 
debt. 





The Budget 


Sharply lower public sector borrowing in the fiscal year ending 
March 31, 1977 made it possible for the Chancellor of the Exchequer to 
announce a mildly expansionary budget for fiscal year 1977/78. Cuts in 
public spending are intended to produce a decline of 2.0% in the volume 
of government outlays between the first half of 1977 and the first half 
of 1978. While spread among all government programs, the cuts fall most 
heavily on capital outlays, which will decline by 7.9%. The net stimulus, 
adding 0.5% to aggregate demand, stems from a reduction in personal in- 
come taxes of 2,3 billion pounds, a billion of which would be conditional 
on the trade unions reaching agreement on a third year of pay restraint. 
While intended to produce an increase of 4.5% in average take-home pay, 
the tax cuts will mainly benefit those in middle and upper middle income 
brackets whose real incomes have been hardest hit over the past three 
years. Partially offsetting the income tax cuts is an 800 million pound 
increase in excise taxes on tobacco, gasoline, and fuel oil plus higher 
license fees for motor vehicles, However, in mid-May, the government 
agreed to withdraw the tax increase on gasoline as of August 5, foregoing 
about 150 million pounds in revenue. 


The combination of tax and spending reductions is expected to result 
in a public sector borrowing requirement (PSBR) of 8.5 billion pounds in 
FY 1977/78. This is within the 8.7 billion pound target agreed with the 


IMF. The PSBR for FY 1976/77 is likely to be about 8.8 billion pounds, 
some 26% below the original 11.9 billion pound estimate. The shortfall 
was due largely to unanticipated declines in borrowing by nationalized 
industries and local government authorities. Also contributing to the 
lower PSBR were inflation-boosted tax revenues and a new and rigorously 
enforced system of monitoring and controlling expenditures, This system 
is based on firm cash limits on all discretionary expenditure programs. 


Incomes Policy - The Record to Date 


Since August 1, 1975, the level of wage settlements in the U.K. has 
been governed by the terms of two voluntary 12-month agreements between 
the government and the Trade Unions Congress (TUC). To date, compliance 
with these agreements has been impressive. Over the past 20 months, the 
rate of wage increase has slowed markedly. In the first year of pay 
policy average earnings rose by 14.2% compared with 25.8% in the previous 
12-month period. Between the start of the second year in August 1976 and 
March 1977, average earnings rose by 7.9% with the increase over the full 
year likely to fall between 9.0 and 10.0%. The government attaches great 
importance to achieving another year of pay restraint. Reasons advanced 
for this include consolidation of gains made for reducing the rate of wage 
increase during the past two years; the need to return to free collective 
bargaining between labor and management in an orderly way; and the fear 
that the less well organized would bear the brunt of higher unemployment 
which might result should large wage settlements ensue after a failure to 
reach a new agreement. If a third year policy is successfully negotiated, 





it is not likely to be drawn as tightly as its two predecessors. Rather 
it will probably contain flexibility sufficient to ease the most acute 
rigidities and anomalies which have developed since August 1975. Its 
less rigid nature makes it likely that by the autumn of 1977 the rate 

of increase in average earnings will begin to inch upward. 


Outlook for 1977 


Against the background of an impendingcurrent account surplus, the 
British economy should soon begin moving away from its recent sluggish 
pattern. With government policy keyed to fostering investment and exports, 
the rate of growth over the year through June 1978 will depend to a large 
extent on the level of demand for British exports and the strength of pri- 
vate sector investment. Recent survey evidence indicates an improving but 
still fragile sense of business confidence. The outcome of the current 
negotiations between the government and the trade unions on a third year 
of pay restraint will do much to influence the future economic climate. 


Most economic forecasters, both official and non-official, place the 
rate of real growth of GDP in 1977 at a level little different from the 
1.2% achieved in 1976. It is, however, expected that the tempo of ac- 
tivity will increase during the second half of the year and continue into 
1978. Real consumer expenditure should experience its sharpest drop in 
the post-War period, with the bulk of the decline occurring during the 
first half of 1977. This is not surprising given a probable decline of 
about 5% in real pretax earnings during the year through June 1977. During 
the second half of 1977, consumer spending may recover slightly on the 
strength of income tax reductions, but for the year as a whole, expendi- 
ture should decline by a bit over 2%, 


Private sector investment and inventory accumulation are expected 
to contribute importantly to the pattern of growth. The sharp decline 
in interest rates, both at the short and long ends of the market, since 
the beginning of 1977 should eventually affect interest-sensitive areas. 
Fixed investment in manufacturing industry has been rising slowly since 
the second quarter of 1976. According to both official and private sur- 
veys, the volume of manufacturing investment may rise by up to 15% in the 
year through June 1978. However, planned public sector investment is 
scheduled to fall during this period by nearly 8%. In addition, invest- 
ment in North Sea oil production and development will be subsiding some- 
what as existing fields come into production. 


Although it is likely that some of the recent inventory accumulation 
was involuntary given the decline in consumer expenditure, inventories 
have declined substantially over the past two years, Aided by lower 
short-term interest rates, restocking in other sectors is expected to 
add between 0.5 and 1.0% to real GDP through mid-1978. 





For the first time this decade, public expenditure should decline 
in real terms over the next 12 months. In the period since his March 29 
Budget Message, the Chancellor has hinted that some leeway may exist with- 
in the public sector borrowing and domestic credit expansion targets for 
further measures to stimulate the economy, These would depend on a third 
year of incomes policy and continued improvement in the current account. 
While no details have been mentioned, possible measures include further 
tax cuts, additional spending measures tailored to stimulate depressed sec- 
tors, particularly construction, or to alleviate teenage unemployment. Such 
additional measures are not apt to be announced before late summer or early 
autumn. 


The current account will show substantial improvement in 1977, benefiting 
from expanding North Sea oil production. The 1977 oil production forecast of 
40-45 million tons ought to reduce the deficit on visible petroleum trade to 
less than 62.5 billion from b4.0 billion in 1976. If the performance of the 
invisibles accounts continues to strengthen, then the current account deficit 
could be reduced to nearly zero in 1977 and be transformed into a substantial 
surplus in 1978. 


Capital inflows were strong early in 1977. The Government, in main- 
taining a $1.72 ceiling on the exchange rate, increased the U.K.'s official 
reserves by $5.9 billion since December to an historic high of $10 billion 
by the end of April. This inflow is partly due to capital inflows result- 
ing from the December 1976 ban on the use of sterling to finance third 
country trade, and to the unwinding of leads and lags in trade payment 
patterns. 


Real disposable personal income may decline by nearly 3% in 1977, 
sharply accelerating the downward trend which began near the end of 1974. 


The brunt of the burden is likely to be borne by wage earners, as those 
people whose incomes depend on index-linked government transfers are 

shielded from the full impact of inflation. Wage earners are affected 

by the current incomes policy which sets the interval between pay increases 
at 12 months. As a result, the rate of increase in average earnings is like- 
ly to remain below that of retail prices until later this year when the in- 
pact of settlements concluded after the end of phase two should begin to be 
felt. Corporate profits should continue to boost their relative share of 
national income in 1977, although the rate of improvement may not be as 

rapid as in 1976. With the domestic economy relatively stagnant, exports 
earnings are expected to contribute substantially to the rise in total profits. 


With little buoyancy in either the expenditure or the income aggregates, 
the pressure on retail prices should begin to ease during the second half of 
1977 with the moderating trend continuing into 1978 when the rate of price 
increase may approach single figures, However, the average rate of increase 
for 1977 as a whole is not likely to be much different from the 16.5% rate of 
1976. 


Although restrained by a variety of government employment subsidies 
and retraining programs, the unemployment rate is expected to resume a 
gradual increase during the remainder of 1977, raising the total jobless 





figure from its current level of 1.3 million (5.6%) to perhaps 1.4 to 1.5 
million (around 6.0%) by the end of 1977, The rise will result from the 
slackness of economic activity and demographic factors which will increase 
the labor force by 0.15 million during the year, 


B, IMPLICATIONS FOR THE UNITED STATES 


The British Government is making intense efforts to maintain the 
country's traditional liberal attitude towards foreign trade. The British 
Government also welcomes foreign investment. There is a wide spectrum of 
local, regional and national bodies to facilitate the establishment of new 
industries. Substantial incentives are available to investors who are will- 
ing to establish themselves in areas characterized by high unemployment and 
depressed industry. Information can be obtained from British diplomatic and 
consular personnel stationed in the United States. Despite a continuing 
weakness in aggregate demand, certain areas of the economy offer good pros- 
pects for American sales. North Sea oil production and processing and a 
booming tourist industry are particularly bright spots. Capitalizing on 
these opportunities will require careful attention to the peculiarities of 
this market as our foreign competitors will also seek to maintain or in- 
crease their market shares. Our goods, however, remain competitive in both 
price and quality and this extra attention will pay off not only in cur- 
rent sales but in future opportunities as the Government's industrial policy 
begins to be reflected in expanded investment and sales activity in Great 
Britain. Among the areas which show prospects of responding well to American 
products are: 


Petroleum and Offshore Equipment 


The pace of offshore development is accelerating, with the U.K. ex- 
pecting to be self-sufficient in oil by 1980. With the removal of some un- 
certainties regarding the role of the government in future offshore activi- 
ties, companies are going ahead with development of a number of new offshore 
discoveries -- including the Betria (Mesa) field, only 14 miles off the 
Scottish coast. Following the recent Ekofisk accident in Norwegian waters, 
safety and environmental control equipment are becoming a principal focus 
of interest. 


Foundry Equipment 


Newly-allocated government funds are beginning to attract additional 
private investment into a very rundown industry. U.S. technology and proc- 
esses are well respected, although much foundry equipment sold here is manu- 
factured under license. Nevertheless, the Foundry International Exhibition 
in Birmingham in April 28 - May 6, 1977 revealed excellent opportunities 
for U.S, products in both the ferrous and non-ferrous sectors. 





Catering and Fast Foods Equipment 


This sector is catching on fast in the U.K. The pressure of infla- 
tion and rising labor costs are forcing restaurant owners to seek and 
employ new techniques, Moreover, consumers are showing greater readiness 
to adopt new eating habits, Thus, the U.S. Trade Center Show in June 
1977 is expected to be highly successful. 


Agricultural Equipment 


British trade in farm machinery is booming. Exports were up about 17% 
in volume last year. However, a move toward greater use of power farming 
and the changing nature of Britain's agriculture has accelerated imports 
as well; tractor imports were up 44 percent in 1976. With U.K. farmers' 
purchasing power already substantial, strong interest in competitively- 
priced U.S. equipment is expected for the U.S. Government catalog exhibit 
at the Royal Agricultural Show in July, 1977 


Automated Business Equipment 


A February show at the U.S. Trade Center in London was attended by 
2,908 potential buyers of U.S. equipment. Off-the-floor sales amounted 
to $783,460 and the 12-month projection for sales was $14.5 million. There 
is every sign that this trend will continue, since British firms are main- 
taining their efforts to improve efficiency by utilizing the most advanced 
technology available. 


Aviation and Avionics 


The aviation and avionics market is showing definite signs of recovery 
in the U.K. A great deal of interest has been shown by U.K. aviation firms 
in the U.S. Pavilion at the 1977 Paris Air Show. Later this year in Sept- 
ember, the Embassy will participate in the Cranfield General Aviation Show 
with an Information Booth. Preliminary discussions are being carried out 
between U.S. aerospace companies and the U.K. aviation industry, although 
any movement toward joint cooperation at this time might well be in abeyance 
until more definitive plans are announced following the takeover by the 
British Government of the larger part of the industry. 


Computers 


Computers of all types are still very much in demand across the broad 
spectrum of business and industry. The United States continues to lead in 
this field and the ongoing development of minicomputers and microcomputers 
will ensure a very strong market for U.S. suppliers for a long time ahead. 


Electronic Components and Communications 


Within the electronics components sphere, U.S. firms' best approach 
in this market is either to manufacture under license in the U.K. or to 





use some form of joint venture operation. In the recent Electronics 
Production Show at the U.S. Trade Center, orders worth $1,011,000 were 
taken off-the-floor and a 12-month projection for sales of $5.6 million 
was achieved. 


Communications equipment of all types is still of great interest. 
Improved financial conditions have made it possible for the U.K. Post 
Office to take a keener interest than has been the case in recent years. 
This could auger well for U.S. manufacturers. Many U.K,-based firms are 
highly active in overseas markets, particularly in the Middle East and 
Africa where they enjoy traditional markets. U.S. manufacturers should 
be aware that through these U.K, firms lies the potential for consider- 
able business in the communications field. Data communication continues 
to be an attractive market for U.S,-designed and manufactured equipment. 
The January Data Communication Show at the U.S. Trade Center produced 
off-the-floor sales of $1,470,300 and a 12-month projection of $33.6 
million. 
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